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» General Business Conditions 

HE reorganization of the direction of 
the war effort, through the establish- 
ment of the Office of War Mobiliza- 
tion, comes none too soon. Govern- 

4 ment agencies have multiplied in the 

» three years since the defense program was 

started, and in the year and a half since Pearl 

' Harbor. There has been overlapping of duties 


by an increase in strikes, in defiance of public 
opinion and the m -strike pledge. They see 
widespread violations of price and rationing 
orders, chargeable in part to the impractica- 
bility of the rules. They are fearful that a 
breakdown in the stabilization program, with a 
new inflationary upsurge, is threatened; yet at 
the same time many feel that the program is 


» and authority, and coordination frequently has 
been faulty. This has not prevented a phe- 
fomenal accomplishment in production of war 
' materials, but inevitably frictions, confusion 
» and delay have occurred. 


Now both the use of the country’s resources 
and manpower for the war effort and the 
maintenance and stabilization of the civilian 
economy will be under one head. In domestic 
policies, the powers of Mr. Byrnes, as head of 
the O.W.M., will be broader than have ever 
P| been conferred upon any man except the Presi- 
' dent, and upon any President, doubtless, ex- 
cept Mr. Roosevelt. 


Problems of Stabilization 


In dealing with problems of stabilization, 
articularly, a more effective policy is needed. 
he difficulties of price and wage control have 
become intensified during the past month. For 
some time wholesale price indexes have been 
 gratifyingly steady, the figure of the Bureau 
_. of Labor Statistics having advanced less than 
_ 1 per cent since the first of March; but this 
apparent stability is deceptive. The cost of 
living is rising at a more rapid rate, above 
Price Administrator Brown’s expectations. 
Still more disturbing are the accelerating pres- 
sures, from many sides, for price and wage 
increases ; the growing disruptions which price 
_ regulations are causing, or threaten to cause, 
_ in production and distribution; and the inef- 
_ fectiveness of the government agencies in deal- 
' ing with these difficult problems. 


_ _ Economic observers watch these trends with 
_ increasing uneasiness. They see labor unions 


A winning wage increases which, in substance if 
- not in form, breach the President’s “hold the 


line order” of April 8; and they are disturbed 


creating as many difficulties as it is avoiding, 
and that changes in it are needed if the eco- 
nomic organization is to function effectively. 


It is likely that some of the complaints con- 
cerning the price regulations overstress their 
severity and impracticability, and paint the 
picture of confusion generally in too lurid 
colors. Nevertheless, disorder and maldistribu- 
tion, in the food trades particularly, are unde- 
niable ; and in this and other cases the govern- 
ment agencies and the business men whom 
they are regulating are at loggerheads in a 
deplorable degree. The opinion that many of 
the people giving orders to business lack 
knowledge of business organization, principles 
and practices, and are more interested in ap- 
plying theories and enforcing “reforms” than 
in making use of the practical experience and 
ability that is available, is widespread. On the 
other hand, some business men doubtless have 
given less than full cooperation, and shown 
less than full willingness to make adjustments 
that are desirable for the war effort. 


The country’s most urgent domestic prob- 
lem is to make price and wage stabilization 
work, and at the same time to keep the pro- 
ducing and distributing organization, which 
does not function smoothly under rigid prices, 
in efficient operation. How far these two ob- 
jectives are really compatible will probably be 
one of the main lessons learned from the war 
experience. Meanwhile, the mounting dangers 
constitute the most serious challenge which 
the Offices of War Mobilization and of Eco- 
nomic Stabilization face. They must establish 
the highest possible degree of rightness, rea- 
sonableness and fairness in administration of 
the controls, if they are to accomplish their ob- 
ject. They must resist efforts of special groups 
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for exceptions, since every exception leads to 
demand for others. Particularly needed is 
closer coordination among the agencies having 
to do with production, distribution, stabiliza- 
tion and fiscal policy. All of these are inti- 
mately related, to an extent which the existing 
program has not sufficiently recognized. 


Concessions to Labor 


Of the dangers to the “hold the line” pro- 
gram, the pressures for higher wages appear 
to be making most headway. Early in the 
month Mr. Byrnes restored the authority of 
the War Labor Board to make wage adjust- 
ments (subject to his approval, in close cases) 
to “aid in the effective prosecution of the war 
or to correct gross inequities.” This reopened 
a large number of pending cases, consideration 
of which had been stopped by the “hold the 
line” order. In the United Mine Workers’ ap- 
peal for a $2 a day wage increase the War 
Labor Board has ordered the coal operators 
to make certain allowances to the miners and 
to negotiate pay for portal-to-portal travelling 
time. This order makes it virtually certain 
that the miners will receive a considerable part 
of their demands, but meanwhile coal mining 
has again been suspended. The National Rail- 
way Labor Board panel has recommended a 
raise of 8c an hour for the more than one 
million non-operating railway employes. 

Also, the American Federation of Labor, 
the Congress of Industrial Organizations and 
the Railroad Brotherhoods on April 29 jointly 
demanded that there be “immediately put into 
effect, without qualification, compromise or 
exception, a vigorous price policy to the end 
that the cost of living be rolled back to May 
15, 1942.” The alternative plainly would be 
fresh wage demands from these unions. The 
position of the three labor federations follows 
naturally from the earlier indications that Mr. 
Lewis would win a substantial part of what he 
wanted, and illustrates the truth that conces- 
sions in one place lead to demands in others. 

The argument that prices should be rolled 
back to May 15, 1942 is based on the fact that, 
under the Little Steel formula, wage increases 
to compensate for cost of living increases since 
that date are prohibited. It is a mistake to infer 
from this, however, that wages have been 
frozen since May 15, 1942, while the cost of 
living alone has climbed. What the statement 
of the unions omits is that there have been 
wage increases granted on other grounds; and 
in fact the trend of wages has been upward 
without interruption since that date. According 
to the indexes of the Bureau of Labor Statistics 
the average hourly wage in the manufacturing 
industries in March 1943 was 11.9 per cent 
higher than in May 1942; the average weekly 
wage was 16.8 per cent higher, and the average 
cost of living was 5.9 per cent higher. These 
figures indicate that during the ten month 
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period factory workers had an average increase 
of 5.7 per cent in real hourly wages (adjusting 
money wages for the higher cost of living) 
and of 10.3 per cent in real weekly wages. 
The statement of the unions that the purpose 
of their demand is to “reestablish equity in 
government policies applied to the income of 
workers and the income of all other groups,” 
may be judged in light of the foregoing figures, 


The Food Subsidy Program 


The chief new move in the fight to “hold the 
line” is Price Administrator Brown’s announce- 
ment of a food subsidy program, combined 
with a “roll back” or reduction in prices of the 
subsidized foods. The purpose of this program 
is to meet, at least to some extent, the de- 
mands of the unions for a roll back of the cost 
of living, and thus to make it easier to stabilize 
wages. Naturally a reduction in prices to con- 
sumers cannot be accomplished without corre- 
sponding reductions in returns to producers or 
distributors, or both; and some way has to be 
found to absorb the cost of the roll back or 
production and distribution will suffer. 


Distributors’ margins have been subjected to 
pressure for over a year as a result of the 
General Maximum Price Regulation and sub- 
sequent orders, for one of the objectives of 
price policy has been to reduce margins be- 
tween the producer and consumer. An analysis 
of food distributors’ earnings, appearing else- 
where in this Letter, shows that the cut in net 
margins has been considerable. This was not 
too grave a matter as long as volume was in- 
creasing, which was the case until fairly re- 
cently ; but now, with shortages and rationing, 
volume has started to decline. Meanwhile, 
costs have risen. Distributors had expected 
establishment of community price ceilings to 
give them relief from the increasing squeeze, 
but the “hold the line order” froze margins 
anew, and in some cases further reductions in 
markups have been made. 

Food distributors welcome any modification 
of the O.P.A.’s habit of appeasing both the 
farmer and the consumer by cutting the dis- 
tributor’s margin, but they are suspicious of 
the subsidy proposal. They find it improvised 
and vague, and they do not know what the 
eventual attitude of Congress will be. They 
know that the roll back will compel them to 
take markdowns on inventory. Wholesalers 
and retailers fear that processors will get the 
subsidy, and they wil get the roll back. Basic- 
ally, business men do not like subsidies; they 
do not want the question whether they are to 
make a profit or loss to be determined by the 
decision of a government official as to a subsidy 
rate, and they fear the regulations that may go 
with subsidies. 

Details of the subsidies were intended to be 
ready by June 1, but a longer time will be re- 
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quired to work them out, except for the butter 
part of the program, which is the first to take 
effect. The original announcement stated that 
it is intended to reduce retail prices on meat, 
butter and coffee by 10 per cent. Presumably 
the subsidy payments will be made to proces- 
sors; the lowering of the price ceilings will 
begin at the processor level and be passed on 
through distributors to the consumer. 


The initial cost of the subsidies on meats, 
butter and coffee is estimated at upward of 
$300 millions a year. The funds will be provided 
by the Defense Supplies Corporation, a sub- 
sidiary of the Reconstruction Finance Corpora- 
tion. The R.F.C., however, cannot finance a 
program of great magnitude and if that is in- 
tended it will come under Congressional re- 
view. The attitude of Congress towards sub- 
sidies has in general been highly critical. It 
has rejected all proposals for huge appropria- 
tions to finance elaborate subsidy schemes. 


The Principles Involved 


While the new program is the most im- 
portant application of the subsidy principle 
yet made in this country, subsidies amount- 
ing to an estimated $700 millions annually 
are already being paid for various purposes. 
These include payments to cover extra trans- 
portation costs, caused by the war, on sugar, 
gasoline and coal; premiums paid for pro- 
duction of high-cost copper, lead and zinc; 
payments to producers of vegetables and fruits 
for canning; and subsidies on cheese produc- 
tion, oilseed crushing and processing, and 
some other commodities. 

The justification offered for the subsidies is 
that the necessary production and distribution 
of these commodities must be maintained, and 
that subsidies cost the country less than an 
over-all price increase, which is the alternative, 
would cost. Where subsidies are restricted to 
the higher-cost production, this claim is mani- 
festly correct. For example, the O.P.A. calcu- 
lates that if market prices of copper, lead and 
zinc were allowed to advance to equal the 
premium prices paid on a limited part of the 
production, the cost to consumers of the three 
metals would be raised by $400 millions, where- 
as the premium payments total only $20 mil- 
lions. This high-cost production is clearly 
needed, and there is not much argument as to 
the appropriateness of government payments 
in the circumstances. 

Even subsidies paid to all producers may cost 
the public less than advances in market prices, 
for when prices are held down at the source of 
production pyramiding of markups through 
the distribution system is avoided. In general, 
subsidies restore an element of flexibility to a 
“frozen” price system by providing means to 
stimulate production of essential commodities 
(and correspondingly discourage production of 
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non-essentials) without upsetting price levels 
or the stabilization program. They facilitate 
enforcement of price ceiling regulations. These 
are strong practical arguments in their favor. 

On the other hand, reliance upon a greatly 
extended use of subsidies to solve all the prob- 
lems of price stabilization would be largely 
deceptive. If the costs of maintaining produc- 
tion and distribution are not borne by consum- 
ers through higher prices they must be borne 
by them either through taxes or through fur- 
ther inflation of government debt. Thus sub- 
sidies conceal a real price rise, which becomes 
more important as the subsidies grow. Argu- 
ments that they cost the public less than market 
price advances may overlook the cost of admin- 
istration and of the mistakes that administra- 
tors make. Subsidy programs are not automatic 
in their operation and impersonal in their judg- 
ment, as are prices in free markets. They must 
be administered by overhead authority, and 
at every point along the line the authority must 
make decisions. The way is open not only for 
errors in judgment but for political abuses, for 
discrimination, and for another entering wedge 
for detailed government control of business 
and agriculture. 

Subsidies naturally remove incentive for ef- 
ficiency and low cost production and distribu- 
tion. By keeping prices to consumers down 
they make goods more attractive to buyers, 
and add to the difficulties of rationing. Finally, 
they are habit forming. Once used they tend 
to spread and enlarge, and they are hard to 
drop. 

Within limits, and particularly where they 
are confined to high-cost producers or designed 
to cover temporary and abnormal increases in 
costs, subsidies may be the least costly and 
most effective method of accomplishing a nec- 
essary objective. Where separate study of each 
problem establishes the desirability of sub- 
sidies, their cost may be added to the other 
costs of the war and accepted as inevitable 
under the circumstances. 

But the more extensive and elaborate a sub- 
sidy program the greater is the opportunity 
for mistakes and the more costly the mistakes 
will be; also the greater is the inflationary ef- 
fect. As subsidies widen and tend to cover all 
producers, and their costs mount, the argument 
that they save people more as consumers than 
they cost them as taxpayers naturally becomes 
weaker. The advocates of solving the stabiliza- 
tion problem by payment of subsidies running 
up to $3, $4 or $5 billions, which are figures 
seen in the press, should give heed to the dan- 
ger of creating a mechanism which is not only 
inflationary but has potentialties for evil in 
other ways. 


British and Canadian Subsidies 


An argument often advanced for the exten- 
sion of subsidies in this country is the ex- 
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perience of Great Britain and Canada. As will 
be seen from the accompanying chart, both 
countries have been more successful in pre- 
venting a rise in retail food prices than has 
the United States. The cost of living is heavily 
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influenced by food prices, and in the most re- 
cent twelve months’ period the cost of living 
rose 8 per cent in the United States, only 2 per 
cent in Canada, and actually declined % of 1 
per cent in Great Britain. The following table 
compares the change in food prices, general 
wholesale prices and living costs, since August, 
1939, in the three countries: 


Price Indexes, March 1943. (August 1939 = 100) 


Retail General 

Food Wholesale Cost of 

Prices Prices Living 
United States 138 123 


Canada 129 138 116 
GIPGE TRI Cicresscctinncncinkicnts 120 165 130 





Both Great Britain and Canada use subsi- 
dies in conjunction with other forms of con- 
trol, and they have played a particularly im- 
portant part in Great Britain. All but a few 
items entering the British retail food price 
index are both rationed and subsidized. In 
Canada subsidies have been paid on about half 
of the items included in the food index. 

In Great Britain the Ministry of Food pur- 
chases imported commodities at prevailing 
prices, and resells them to the processing trades 
at lower prices, in line with the fixed prices 
within the country. The resulting loss is the 
subsidy. Si ‘idies are restricted to essential 
foods, fertiliz_rs and animal feeds; no attempt 
has been made to hold down prices of fancy 
and luxury food items. In order to encourage 
food production at home, payments are made 
also to British farmers growing wheat, butter, 
potatoes and other products. 

Subsidies are considered a part of the cost 
of the war effort. They have doubled since 
1940 and in the present fiscal year are budgeted 
at about £150 millions ($600 millions), which 
represents about 12 per cent of the estimated 
consumption expenditures on food in 1941. In 
a country of our size comparable per capita 


expenditures would reach almost $2 billions, 
and 12 per cent of our food expenditures would 
be nearer $3% billions. 

The Canadian subsidy program came into 
effect in December, 1941, when over-all price 
ceilings were imposed on all goods, most ser- 
vices, and rents. Subsidies on domestic pro- 
duction are limited to a fairly narrow range of 
products, of which milk, butter, canned goods, 
shoes and leather garments are the most im- 
portant. In some cases the subsidy covers only 
transportation costs, to ensure movement of 
products into deficit areas. The list of imported 
products on which subsidies are paid is fairly 
long, but the amounts are small except in the 
case of petroleum. The principal food subsidies 
are on tea, cocoa beans, copra, rice and prunes. 
Import costs are held down also by reduction 
of duties and taxes and by bulk purchases. 


Subsidies Conditioned on Economies 


Canadian subsidies are tied directly with 
regulation of profit margins on the particular 
product. They are designed to cover only a 
part of the increase in costs, and are condi- 
tioned upon adoption of various economies in 
production, importation and distribution. A 
good illustration of combination of subsidies 
with reduction of operating costs is provided 
in the case of leather footwear. This is de- 
scribed in an official report of the Wartime 
Prices and Trade Board, dated May 1, 1943. 
as follows: 

Soon after the Maximum Prices Regulations were 
introduced, it became apparent that the shoe manu- 
facturers could not, until economies were introduced, 
carry on under the retail price ceiling. An investiga- 
tion was carried out by the accounting administration 
and this indicated that approximately 15 per cent of 
the manufacturers’ selling prices would have to be 
absorbed to enable the industry to carry on without 
serious difficulty, provided the cost of leather was 
maintained at prices prevailing during the basic period. 
lt was arranged that 4 per cent would be passed on 
to the wholesale-retail group, that manufacturers 
would absorb 4 per cent, and that the Commodity 
Prices Stabilization Corporation would take care of 
the remainder by paying a temporary subsidy of 7 per 
cent. A simplification program was initiated by the 
Board and on July 1, 1942 the rate of subsidy was re- 
duced to 4 per cent. The subsidy is not payable on 
footwear sold at higher prices than ceiling prices 
(e.g. sales to the Department of Munitions and Supply, 
and export), or on felt boots or rubber footwear. 


The rate of Canadian subsidies is limited by 
various formulae and special arrangements. 
They are paid to low-cost producers at the 
same rate as to high-cost producers, but are 
considered income for tax purposes, and thus 
are recaptured in part when they result in ex- 
cess profits. 

In describing experience with the subsidies, 
the chairman of the Wartime Prices and Trade 
Board, Mr. Donald Gordon, had this to say in 
a speech in Chicago in February: 


We have found, in practice, that it has not been 
necessary to pay out anything like the sums which 
some pessimists predicted when it was announced 
that subsidies would be payable under stipulated con- 
ditions. Moreover, we have found that our declared 
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willingness to provide such subsidies has enabled us 
to enter into negotiations or discussions and to reach 
agreements between parties providing for a fair shar- 
ing of increased costs without actually paying a sub- 
sidy at all. We are satisfied that in many cases we 
could not have even arranged for necessary conversa- 
tions if a willingness to subsidize in case of proven 
need had not been expressed in advance. 

The direct cost of the Canadian subsidy pro. 
gram from December 1, 1941 to March 31, 1943 
was about $65 millions, of which $34 millions 
was paid on imported commodities and $31 mil- 
lions to domestic producers. The cost during 
the present fiscal year may reach $90 to $100 
millions. On a per capita basis, the equivalent 
cost in this country would be on the order of 
$1 billion. 

Opinions as to the applicability of British 
and Canadian subsidy systems in the United 
States must take into consideration differences 
in conditions in the three countries. The Brit- 
ish situation differs from ours in that a far 
greater percentage of commodities affecting 
British costs of living are imported and enter 
the country through relatively few ports, fa- 
cilitating control by the Ministry of Food. 
In the United States the bulk of production is 
domestic; it is shared, even on the processing 
level, by many thousands of producers. Also 
problems of subsidies and price fixing in this 
country are more complex than in Canada, due 
to greater population and area and greater 
variety of production and trade. 


Grocery Store Earnings 





The O.P.A. issued a statement on May 20 de- 
nying charges of grocery retailers and whole- 
salers that its price regulations, particularly 
the newly introduced community-wide ceilings 
on processed foods, were stifling trade for the 
distributors. After pointing out that retail 
sales of food increased 76 per cent from 1939 to 
1942, and were running at a still higher rate 
this year, the statement continued: 

Dollar margins over replacement cost for food dis- 
tributors stood in March at a level 27 per cent above 
the average for the years 1935-389 and 15 per cent 
above the average for 1942 ... The rise in dollar 
margins, together with the expansion of the volume 
of business, has resulted in record-breaking profits. 
Profits in 1942, before taxes, for large food chains stood 
156 per cent above the level of 1936-39 .. . The ex- 
tremely favorable economic position of distributors is 
reflected in a sharp decrease in business failures . . 
This is conclusive evidence that under price control 
the health and soundness of the distributive system 
has been maintained. 

Earnings of food retailers are of particular 
interest at present because of the importance 
of maintaining an efficient and low-cost distri- 
bution of the curtailed civilian food supply now 
available. The O.P.A. statement might imply, 
at least to those not familiar with the financial 
side of grocery retailing, that the margins of 
profit in the business are wide enough to ab- 
sorb considerably further reduction of selling 
prices, combined with continued rising costs, 
before the “squeeze” became of serious conse- 


quence. Even to many of those engaged in the 
grocery business, the statement will doubtless 
suggest a surprising condition of prosperity 
in which their own organizations somehow 
have failed to share. 


In discussion of profit margins, there is al- 
ways confusion arising from the various differ- 
ent measurements that may be used. One meas- 
ure is the gross profit, or markup, represent- 
ing the difference between the cost of the goods 
and their selling prices, before allowances for 
wages and salaries, other operating expenses 
and reserves, and taxes. Another is the net 
income remaining after all these deductions. 
The latter, naturally, is much more significant 
to the merchant than is the gross margin, or 
even the margin after operating expenses but 
before taxes. 


The keen competition and traditionally nar- 
row margin of net profit in the retail grocery 
business are reflected in the accompanying 
table, which summarizes the Treasury Depart- 
ment statistics of income of all retail food cor- 
porations in the United States from 1938, the 
first year in which this trade group was re- 
ported separately, through 1940, the latest year 
for which official statistics are available, to- 
gether with figures for a group of large food 
chains for the period 1933-42, as taken from our 
own annual tabulations of published share- 
holders’ reports in the April issues of the Bank 
Letter. 


Sales and Net Income after Taxes of All Retail Food 
Corporations in the U. S. and of Leading Food Chains 
(In Thousands of Dollars) 

All Retail Food Corp’ns. (a) Leading Food Chains (b) 


Jo Net. 
NetIn- Inc. 
come-c tv Sales 


$682,517 $16,190 


Year Sales come-c Sales 


1988 nu $ nue 
1934 coecsene 729,929 14,433 
1985... cone 513,285 9,453 
1936 nee 893,777 12,977 
1987 .... coneueene 1,823,725 17,084 
1938 —. 24,740 932,730 10,642 
19389 —... 44,678 991,528 17,168 
1940 —.. 41,145-d 989,826 18,932 
1941... cen 1,245,225- 17,151 
1942 ame — 1,577,097 15,873 


(a) From Treasury Department annual “Statistics of Income”; 
includes a varying number of companies, averaging 6,300. 
(b) National City Bank annual tabulations of published share- 
holders’ reports; includes a varying number of large chain 
store organizations, averaging 12. (c) Includes income from 
investments and other sources as well as from sales, (d) Before 
reserve for excess profits taxes (not yet reported). 


It will be seen from the table and the fol- 
lowing chart that in 1940 net income after taxes 
(except excess profits taxes) of all retail food 
corporations in the United States, numbering 
6,860, was according to official statistics only 
one cent per dollar of sales. Leading chain 
store systems’ net margins consistently run 
above the average for all corporations, but 
in 1940 were only 1.4 cents per dollar of sales, 
with the same in 1941, and a decline to one cent 
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Percentage of Net Income after Taxes to Sales of All 

Retail Food Corporations in the U. S. and of Leading 
Food Chains 


in 1942, despite the continued expansion in 
volume. 

The decline since 1939 in net profit margins 
of this group of grocery chains serving millions 
of families throughout the United States simply 
means that the advancing wholesale prices of 
food, higher wage payments to employes, rapid- 
ly rising expenses, including those of preparing 
the multitude of government reports required, 
mounting costs in connection with point ration- 
ing, and sharply increased taxes, have in the 
aggregate exceedéd even the tremendous ex- 
pansion made in their volume of sales. 


Because of high tax rates, the net income 
before taxes does not at the present time pro- 
vide an accurate measure as to the financial 
return to business. While the 1942 sales of the 
12 large food chains in our tabulation increased 
29 per cent over 1941, their reserves for federal 
income and excess profits taxes increased 115 
per cent. Such taxes, in 1941, took 36 per cent 
of the net income before taxes, but in 1942 
took 56 per cent. 


Upward Sales Trend Reversed 


Food rationing and shortages have now re- 
versed the long-term upward trend in sales of 
the large grocery chains, and in each of the first 
four months this year there were decreases as 
compared with a year ago. Although no broad 
sampling of earnings is publicly available by 
quarters, the ten-year record based on annual 
reports of large companies showing an average 
margin of but 1.5 per cent certainly does not 
indicate much leeway for absorbing the effect 
of reduced selling prices, unless costs of goods 
and operating expenses also can be lowered. 


The 1942 net margin of one cent per dollar 
of sales, means that if a family having an in- 
come of $2,400 spent 30 per cent of its budget 
or $60 per month on food, including meat, milk, 
eggs, fresh fruit and vegetables as well as staple 
groceries, the net return to all the retail dis- 
tributors handling this business totaled, on an 
average, but 60 cents per month, or less than 
the usual price of two movie tickets. 





Even an average figure of net income may be 
misleading, since large numbers of grocery 
stores operating at a loss will be found going 
out of business every year, and there is no 
actual pooling of earnings against deficits. In 
1940 for example, Treasury figures show that 
36 per cent of the total number of corporations 
handled 86 per cent of the total sales of all 
retail food corporations, and operated at a net 
margin equal to 1.5 cents per dollar of sales. 
The remaining 64 per cent of such corporations, 
handling 14 per cent of the business (but a 
volume reaching almost $600 millions) suffered 
a net loss of 2.1 cents per dollar of sales. While 
no comparable earnings data are available for 
the large numbers of food stores owned by in- 
dividuals and partnerships, there is no evidence 
that the net profit margin of such stores, taken 
as a group and over a period of years, is any 
higher than that of the stores owned by cor- 
porations. 

Moreover, even the latest earnings figures 
available from the Treasury or from corporate 
reports are now historical. In addition to the 
many difficult operating problems faced by the 
nation’s food stores, the falling volume of sales 
and continued advance in costs put a further 
squeeze on their narrow margins. 


Pay-As-You-Earn Adopted 


The agreement on May 28 by Senate and 
House Conferees on a compromise bill for 
putting individual taxpayers on a pay-as-you- 
earn basis affords hope that by the time this 
Letter is in the hands of readers this important 
reform in our tax system, which has been al- 
most universally advocated for more than a 
year, will have become part of the revenue law. 
The long deadlock over the method of shifting 
to a current collection basis has been disturb- 
ing to the country, and has delayed considera- 
tion of a full tax program urgently needed for 
financing the expanding war expenditures. 

The drawn out controversy over this issue 
contrasts with the dispatch with which Canada 
and Great Britain have dealt with their tax 
problems. Whereas in this country last year it 
took eight months to enact a tax bill, and this 
year five months have been spent in wrangling 
over the question solely of getting on a pay-as- 
you-earn basis, the Canadian budget, including 
a pay-as-you-earn plan, was adopted within 
less than a month after its presentation to 
Parliament, and the British budget was adopted 
in only two days. 

The compromise bill is a variation of the Ruml 
plan, which for more than a year had been 
the subject of growing popularity and which 
in its earlier forms had twice come within 
a few votes of adoption, the last time defeated 
only as a result of opposition by the President. 
The modified version accepted by the conferees 
provides for the abatement of 75 per cent of 
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the taxes on 1942 incomes (or on 1943 incomes, 
whichever is lower) with the remaining 25 
per cent to be paid in equal instalments in 
March 1944 and March 1945. For those with 
taxes less than $50, the entire tax is abated, 
with a “notch” provision for $50 cancellation 
for those whose taxes fall between $50 and 
$66.67. The taxes already paid last March and 
those to be paid this month will apply against 
1943 income, while after July 1 a new with- 
holding tax of 20 per cent (above exemptions) 
will be applied currently to all wages and sal- 
aries. The bill has provisions for additional 
taxes in those special cases where income in 
either 1942 or 1943 was unusually large relative 
to the years 1937-40, and provision for taxes on 
income other than from wages and salaries, 
for adjustments at time of filing annual returns, 
and for credit against the victory tax. 

The conference plan, although a compromise, 
has the virtue of presenting a program upon 
which it has been possible to reach agreement, 
and which will provide for tax collections on 
acurrent basis, will produce more revenue and 
will avoid serious hardships. There will of 
course be some hardships where the increases 
in taxes have come so rapidly that people have 
not had time to make adjustments. But the 
load placed by this tax bill is a bearable one. 


Need for Additional Taxes 


Despite all the talk of tax abatement in con- 
nection with the shifting of taxes to a current 
basis, the result will be that taxpayers, as a 
group, will not pay less taxes this year but 
actually $3 billions more, according to Treas- 
ury estimates. The reason for this, of course, 
is that the taxes will apply to 1943 incomes 
which in the aggregate are to be substantially 
higher than those of 1942, and to the “doubling 
up” enforced upon all those having a tax over 
$50. Furthermore, the collection upon wages 
and salaries at the source will undoubtedly 
benefit the Treasury through lessening the 
number of persons who are subject to tax but 
fail to file returns or are unable to pay their 
taxes when due. 

Notwithstanding the $3 billions increase in 
taxes that will result from this change, Secre- 
tary Morgenthau has pointed out that this will 
cover only a small part of the need for addi- 
tional revenue and reiterated his previously 
expressed view that the Treasury should get 
at least $16 billions of additional taxes in the 
coming fiscal year. 

There is no question as to the need for 
additional taxes, both to absorb inflationary 
excess purchasing power and to keep down 
the rise of the national debt, the servicing of 
which may be one of the most difficult prob- 
lems in the post-war readjustment. There 
is need, too, for strict attention to expendi- 
tures, to see,that money is not thrown away 
on foolish and unnecessary projects and that 


costs in the supplying of the vast amount of 
equipment required in the war be kept to the 
least possible minimum consistent with ~ct- 
ting results. Since the start of the expanded 
defense program in June 1940 the debt has 
risen from $43 billions to $136 billions, and it 
is estimated to reach $211 billions by June 
1944, and even that is not likely to be the 
top. With the $3 billions of additional taxes 
expected from the change to a current collec- 
tion basis, total revenue receipts for 1944 
would be $36 billions, or only 35 per cent of 
the total expenditures of $104 billions. 


Sources of Additional Taxes 


A basic principle of wartime taxation, well 
to consider at this point, is that additional taxes 
be levied chiefly upon individual incomes rather 
than upon the corporations. This is not because 
of any desire to make a favored class of corp- 
oration shareholders, who are and should be 
taxed as individuals. It is because, first, it is 
the expanding individual incomes that consti- 
tute the principal upward pressure upon retail 
prices and cost of living. Secondly, the cor- 
poration is essentially a mechanism. It is a 
piece of machinery, responsible in wartime for 
turning out the weapons of war and in peace- 
time for providing jobs and supplying the 
goods that people can use and which determine 
the standard of living. In other words, taxes 
upon corporations are not like taxes upon in- 
dividuals; there is no question of “equalizing 
sacrifices.” Taxes upon corporations are really 
taxes upon the machinery of production; the 
main thing, so long as shareholders are ade- 
quately taxed, is not to get the last dollar of 
excess profits, but to keep the machinery in 
good working order. 

The chairman of the Senate Finance Com- 
mittee, Senator George, in an address before 
the United States Chamber of Commerce in 
April, stated his view that “reserves for post- 
war contingencies and for conversion to peace- 
time activities, and for deferred maintenance 
and repairs, must be established and built up 
out of earnings during the war.” The Truman 
Committee, after a study «* the contract re- 
negotiations law, recommended that consid- 
eration be given in establishing future prices 
to the need for incentives for efficiency in war 
production, and that allowance be made for the 
setting aside out of profits for the creation of 


- reconversion resctves. 


As to individual income taxes, the principles 
have been stated often. In time of war the 
major share of additional revenue should be 
sought from the great mass of the people who 
always have the bulk of the total income and 
where the increased income resulting from 
government expenditures is largely concen- 
trated. The President, in his letters of May 17 
to the Senate and House tax committees, said: 
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“A program of the proportions necessary to 
finance the war and to curb inflation must 
inevitably reach far down into the income 
scale.” 

Great progress has been made in the Rev- 
enue Acts of 1940 to 1942 in this direction. 
Evidence of this is contained in figures (show- 
ing the tax distribution for 1942 and 1943) 
presented by Colin Stam, chief of staff of the 
Joint Congressional Committee on Internal- 
Revenue Taxation, in the hearings before the 
Senate Finance Committee this year. The table 
at the foot of the page shows, by income 
classes, the number of taxpayers, net income 
and tax liability, for 1943, together with fig- 
ures for 1939 before the outbreak of war, and 
for ten years ago. The percentages show the 
cumulative distribution starting at the lowest 
brackets. 


Over this period the number of people pay- 
ing federal income taxes (victory tax not in- 
cluded) increased from 3,724,000 to 44,065,000. 
The aggregate net income of such taxpayers 
increased from $11 billions to approximately 
$92.4 billions, and the total tax liability from 
$374 millions to nearly $12 billions. 


These increases reflect the combined effect 
of the broadening of the tax base through 
lower exemptions, the higher rates, and the 
greatly increased national income. 


Taxes by Net Income Classes, 1933-43 


Of particular interest are the comparisons by 
net income classes, (after allowable deductions, 
but before personal exemptions and credits for 
dependents) showing the greater extent to 
which taxes are now reaching the great bulk 
of the population. Take, for example, a net 
income of $5,000 as a dividing line. In 1933, 
taxpayers with net incomes of less than that 
amount comprised approximately 91 per cent 
of total taxpayers, had 62 per cent of the total 
reported net income, but paid only 10 per cent 
of the total tax. In 1939 the proportions were 
little changed. In 1943, however, taxpayers 
with less than $5,000 net income are estimated 
to comprise over 9¢ er cent of total taxpayers, 
have 81 per cent of the total reported net in- 
come, and pay 53 per cent of the total tax. 


Despite this broadening of the tax base, the 
taxes paid by those reporting incomes of under 
$5,000, totaling $6.4 billions, represented only 
8.6 per cent of their total net income of $746 
billions, in contrast with the rates in the higher 
brackets which rise rapidly to a maximum of 
88 per cent. These figures, of course, do not 
include the victory tax of 5 per cent on all 
income over $624 per year, nor the post-war 
refunds or credits. 


If the cumulative percentages are taken from 
the top brackets downward, it will be seen that 
those with net incomes over $5,000 comprise 
in 1943 only 4 per cent of the total number of 
taxpayers, receive 19 per cent of the total net 
income, but pay 47 per cent of the total tax. 
Those with net incomes over $25,000 are esti- 
mated to comprise less than % of 1 per cent of 
the number, receive only 6 per cent of the re- 
ported net income, yet pay 25 per cent of the 
total income taxes. 


In relation to the total population, and not 
merely to those having net incomes large 
enough to make them subject to income taxes, 
the percentages of the total national income 
received by the higher income groups would be 
still lower than shown in the statistics limited 
to individuals filing returns. 


While the foregoing figures reflect the prog- 
ress that has been made in broadening the tax 
base, by bringing large numbers of new people 
into the group paying direct income taxes and 
by raising rates all along the line, they show 
that in order to provide additional revenue 
and to control inflationary purchasing power, 
more taxes are needed from the classes receiv- 
ing the bulk of the income, namely, those re- 
ceiving less than $5,000. 


A further individual tax increase this year, 
however, would introduce further complica- 
tions, coming in the same year in which the 
already somewhat confusing shift to the pay- 
as-you-earn basis and the withholding tax go 
into effect. Moreover, a principle of taxation 
of individuals that needs to be recognized is 
that of proper timing. When taxation is reduc- 
ing the available spending power of individuals 
—that is, the amount which they have left 
after taxes—the process needs to be gradual 
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in order to give time for necessary adjustments 
in living conditions. 

One form of tax that would bring in sub- 
stantial amounts of additional revenue and yet 
would not have the severity of an equal tax on 
income is the general retail sales tax. Such a 
sales tax could, of course, tax luxury items at 
higher rates. Unlike an income tax or a with- 
holding tax, a sales tax would not apply to 
many items in the cost of living, such as rent, 
doctor bills, etc. It automatically exempts in- 
come that is saved in the form of life insurance 
premiums, savings deposits, purchase of war 
bonds, amortization of debt, etc. It is primarily 
a tax on civilian spending, the control of which 
is urgently needed. 


The Trend Towards World Inflation 


The vast monetary cost to the United Na- 
tions of combatting the Axis Powers was esti- 
mated recently by the United States Depart- 
ment of Commerce at something like $300 bil- 
lions to the end of 1942. Another $150 billions 
or so will probably be added in 1943, so that 
by the end of this year the United Nations will 
have spent in preparation and for actual war 
more than three times as much as did the Allied 
Powers during the entire First World War. 


Expenditures of such magnitude cannot fail 
to have far-reaching repercussions upon world 
economy. Always great wars have brought 
about inflationary price increases. For war 
means, on the one hand, great expansion of 
purchasing power in the form of bank deposits 
and currency created by war financing, and, 
on the other, tremendous dislocations of pro- 
duction and distribution caused by the mobili- 
zation of hugh armies and their insatiable de- 
mands for equipment and supplies of all kinds. 


That the Second World War is proving no 
exception to past experience is amply revealed 
by the following charts and tables, show- 
ing wartime movements of commodity prices, 
note circulation and bank deposits in different 
countries. Unfortunately, the data are far 
from complete. Publication of commodity 
price indexes for many countries, including 
France, Belgium and Italy, where inflationary 
forces are well established, has been diseon- 
tinued. In other countries the comparability 
of the indexes is frequently open to question, 
due partly to inevitable differences in make- 





up but more especially to the failure of offi- © 


cial indexes to record black market prices. 


Note circulation in some countries on the 
Continent is understated, failing to include 
Treasury notes in small denominations now 
being issued and forced on the public. Bank 
deposits data likewise show varying coverage. 

Nevertheless, despite inadequacies of data, 
the broad trends revealed by the figures are 
unmistakable. 


General Influences Upon Prices 


As indicated by the accompanying charts, 
the rise of commodity prices has been pretty 
much a worldwide phenomenon, but with great 
variation in the degree and timing of the ad- 
vances, depending on the particular circum- 
stances of each country—the extent of self- 
sufficiency, the inflationary pressures, the effi- 
ciency of controls, etc. 


‘While there are numerous exceptions, in 
general the least price disturbance appears to 
have been in countries of diversified economy 
or relatively well developed administrative or- 
ganizations as in the case of the United States, 
Great Britain, Canada and Germany. The 
greatest price disturbance has been in the 
Axis-exploited countries of Continental Eu- 
rope, in certain of the Latin American coun- 
tries, and in countries like Turkey, India and 
China whose simple economies and lack of 
adequate control machinery have made the 
problem of price restraint especially difficult. 


At the outset of the war, the impetus to ris- 
ing prices came mainly from the disruptions 
of normal channels of trade, currency deprecia- 
tion—as in the case of sterling, the French 
franc and the Canadian dollar—and greatly in- 
creased transportation costs, particularly ship- 
ping. Later, as the war continued, spread and 
intensified, new forces appeared, more power- 
ful than those earlier. One of them, the in- 
creased purchasing power put in circulation, 
stems from the tremendous war expenditures. 
Loss of confidence in currencies, flight into 
commodities, and hoarding have become more 
manifest in many areas. 


Price Trends in Individual Countries 


Price levels in the United Kingdom and Can- 
ada show the effects of currency depreciation, 
higher freight charges and other influences 
upon costs during the early stages of the war. 
As price levels became adjusted to these fac- 
tors and as control mechanisms became more 
effective, the rate of increase fell off. In Great 
Britain, where the system of subsidies has 
found its most general application, the price 
level has risen only moderately since the 
Spring of 1941. The cost of living index has 
been stationary. Canada, after establishing 
comprehensive controls based on price ceilings 
and subsidies in the Fall of 1941, ha; ulso been 
successful in preventing prices from rising 

- substantially. 


In the United States the trend of prices has 
been different. The rise was slower in getting 
under way, but gained momentum in 1941 as 
war production was expanded and legislative 
measures for raising farm prices were adopted. 
With the institution of stricter controls, some 
slowing down has taken place in recent months. 
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South Africa, Australia and New Zealand 
INDEXES OF WHOLESALE PRICES have experienced gradual but persistent price 

JUNE 19392100 advances since the outbreak of the war, rang- 
ing by last December from 35 per cent in the 
case of the Australian index to 49 per cent in 
the case of the South African. During the past 
UNITED KINGDOM year the feeding of American forces in Aus- 
tralia and New Zealand and expenditures by 
eeer) the troops have been factors in the upward 

"AUSIRATIA movement of prices in those countries. 


Wholesale price indexes of Latin American 
countries have been lifted principally by the 
sharp rise in prices of imported products during 
“UNITED STATES the past year and a half. Inability to purchase 
aaa these products abroad, or find shipping space 
for them, has brought about a scarcity of con- 
sumer goods, also a critical shortage of indus- 
trial products, including fuel, which is handi- 
capping domestic industrial expansion. At the 
same time heavy orders from the United States 
have expanded employment and payrolls, espe- 
cially in the mining areas. In most of the coun- 
tries, domestic prices also have risen with the 
increase of domestic purchasing power, but 
oe where commodity surpluses were large, as in 
the case of certain Argentine farm products, 
j prices have remained around the pre-war level 
oo senge VENEZUELA and farmers have had to be subsidized. 


— The relatively small rise in the Mexican 
FINLAND wholesale price index since 1939 follows a rise 


Y ge of nearly 40 per cent in the period 1935-39, 
PO Ne iy when imports were being rigidly restricted 
ae rr to protect newly-built domestic industries and 
a. 2] SWEDEN -@ to offset the flight of capital then in progress. 
yo? adil La 7 | More recently the flow of capital has been re- 
pee! J Al versed, and, together with the heavy buying of 
ont, AA, strategic materials by the United States, is 
? SPAIN promoting a boom which is being reflected in 
further price advances. 




















ARGENTINA 
io 























GERMANY 
Price Movements in Continental Europe and in Asia 


The third price chart shows the evidence of 
general price inflation in Continental European 
countries. Except for Germany, the advances 
in price indexes range from 75 per cent to over 
100 per cent above 1939 levels. The Norwegian 
index, not shown on the chart, was up 79 per 
cent in March this year, and that of Portugal 
was up 90 per cent last October. While in- 
/ a dexes for France, Italy, Belgium and Holland 


























are not available, reports indicate the rapid 

" progress of inflation. 

(Gt0-f/ BULGARIA Various factors account for these large price 
Na increases. Finland is fighting an exhausting 
war. Switzerland and Sweden are supporting 
costly military establishments, Spain is disor- 
ganized as a result of the civil war. All these 
. countries suffer from shortage of materials 
: caused by their isolation from the rest of the 
LP, world. The countries occupied by Germany 
F- Alo? were quickly stripped of available goods, the 
=< 1940 Germans paying for them with military notes, 
the proceeds of occupational levies, or by 
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other devices which inflated currency and 
credit. Local prices, which had been low in 
terms of reichsmarks, because of currency de- 
yaluations during the ’30s, rose rapidly under 
the impact of this buying. In some countries 
the purchasing power of the reichsmark was 
even more enhanced by the low exchange value 
placed arbitrarily on the local currency by the 
German authorities. 

The fact that the Reich has been able to ob- 

tain goods from the occupied and satellite coun- 
tries at very favorable exchange rates has been 
an important element in the conspicuously 
small rise in the German price index. For ex- 
ample, at exchange rates established after occu- 
pation, the purchasing power of reichsmarks in 
France was about twice as high as in Germany. 
The drastic regimentation of the entire German 
economy, and the earlier organization of the 
country on a war basis, were of course the 
other important elements in the situation. 
' The movement of price indexes in South- 
eastern Europe indicates conditions getting 
out of hand. Lax control, scarcity of foods and 
industrial products, and waning confidence in 
the growing volume of local and German mili- 
tary currency are all part of the picture. 

In the Near East—Turkey, Egypt, Iran and 
Palestine—the price indexes had already in- 
creased 100 to 200 per cent and more, according 
to latest available figures, now six months 
to nearly a year old. 

The steep rise in the Indian index following 
the outbreak of the Pacific war springs mainly 
from the shortage of foodstuffs, particularly 
rice, after the loss of Burma, and from diffi- 
culties in food distribution created by inter- 
ferences with coastal shipping. The huge 
British expenditures for materials and for the 
maintenance of armies in India are also play- 
ing a part. Fear of scarcity has stimulated a 
flight into commodities, which in a county the 
size and character of India is hard to control. 

China, not shown in the charts, is experienc- 
ing an inflation of runaway proportions. Cost 
of living in Shanghai has increased several 
hundred per cent in the last few years, while in 
Free China food prices have apparently risen 
by 30 to 40 times, although accurate indexes 
are not available. Disorganized production, 
combined with inadequate and costly transpor- 
tation, has resulted in acute scarcity of goods 
of all kinds, while war expenditures are being 
financed largely through inflationary issues of 
currency and credit. Free China, though con- 
taining about two-thirds of the total Chinese 
population, has considerably less than half of 
the cultivated area. 


Expansion of Currency and Bank Credit 
The tremendous expansion of note circula- 
tion and bank deposits that has taken place 
since 1938 is shown in the tables that follow. 
This expansion is indicative of the increase in 
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purchasing power being created by war spend- 
ing, which is one of the powerful forces driv- 
ing up prices. 

It will be seen that, generally speaking, the 
expansion of note circulation has been at a 
faster rate than the growth of bank deposits. 
In many countries this was natural, since notes 
rather than bank deposits are still the prin- 
cipal medium of payment and hence reflect 
more fully the increased cash in the hands of 
the people. Other factors, such as the growth 
of black market operations, hoarding, replace- 
ment of coin by notes, and more money flow- 
ing to the low income groups not accustomed 
to having bank accounts have also been ac- 
countable in varying extent in different coun- 
tries. The last mentioned factor probably ac- 
counts for most of the recent growth of cur- 
rency in this country which, in the period 
covered by the table, was more rapid than in 
Great Britain but less rapid than in Canada. 


Currency Notes Outstanding 
(in Millions of National Currencies) 
In- 
Dec.31, Dec.31, Dec.31, Dec.31, crease 
1938 1939 1941 1942 1938-42 
United States... 6,856 7,598 11,160 15,410 125 
Canada 263 318 567 754 187 
United Kingdom 505 555 83 
Australia 49 147 
New Zealand.... 82 
South Africa .... 110 
India 203 
Argentina 47 
76 
133 
Colombia . “ 70 
Mexico 3 

Germany* nae 

2 

Denmark 600 
Francet 151 383 
Netherlands ...... 1,152 3,034 
Sweden nS 1,422 i 2,016 
Switzerland ... 1,751 2,050 2,687 
Turkey ER 194 281 724 


tSeptember 1942. *Reichsmarks only. {In billions. 


Commercial Bank Deposits 
(in Millions of National Currencies) . 
ne- 
Dec.31, Dec.31, Dec.31, Dec.31, crease 
1938 1939 1941 1942 1938-42 
United States.... 54,054 58,344 70,792 88,437 
Canada 2,500 2,774 3,105 3,657 
United Kingdom 2,253 2,441 3,329 
Australia 319 335 384 
New Zealand .... 63 73 83 
South Africa .... 101 148 
India 2,401 3,212 
8,918 4,585 
12,523 16,531 


2,049 
Colombia 97 
Mexico 452 

tO See 318 

13,630 

13,155 

2,455 

42,443 

Netherlands .... 576 

Sweden on. 4 4,401 
Switzerland .... 3,015 3,347 
291 262 37 441° 


tApril 1942. *July 1942. 
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“Travelers Checks ... are the best means of satisfying 
financial needs while traveling outside the United States 
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T is most important to employ the maximum protection for money carried in 
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